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examination. The auditor’s review will include
a review of the contract terms, a verification
of the termination inventories, and a deter
mination that only items allocable to the termi
nated portion of the contract are included in
the claim.
The last area of audit review to be in
cluded in this discussion is the post award
review. The present defective pricing clause
which is being inserted in defense contracts is
the result of Public Law 87-653, passed in
1962. This law, commonly known as the
“Truth in Negotiations” Law, was enacted to
give the government a legal right to adjust a
contract price when that price was based on
inaccurate, incomplete, or noncurrent cost or
pricing data. The objective of the post-award
review is to make a factual determination that
all information or data available to the con
tractor at the date of negotiation was either
properly or improperly reflected by cost ele
ment.
CONCLUSION
The small business enterprise which relies
in whole or in part upon government con
tracts or subcontracts under government pro
curement for its revenues must accept the
responsibilities and conditions of government
contracting. However, the prudent business
man will find that the opportunities and re
wards which can be achieved in government
contracting, as a result of proper management,
good cost controls, and sound estimating pro
cedures, make it all worthwhile.
The information in this article has been based on
material from Armed Services Procurement Regu
lations, Sections I, II, III, XV, 1969 and Depart
ment of Defense, Armed Services Procurement
Regulations Manual for Contract Pricing, 1969.

income over the period estimated to be bene
fited but not in excess of forty years. A de
ferred credit should not be recorded unless the
noncurrent assets, as defined, are reduced to
zero. No part of it should be added to stock
holders’ equity at date of acquisition.
The opinion also provides that goodwill
previously recorded by an acquired company
should not be carried forward.

TAX FORUM
(continued from page 18)
not be able to use the alternative tax compu
tation on capital gains nor the 50% maximum
tax on earned income computation. Taxpayers
receiving lump sum distributions from em
ployee benefit plans will not be able to com
pute the ordinary income portion under Sec
tion 72, which would result in double aver
aging benefits.
Those taxpayers who were married or di
vorced during the four preceding years which
will be used in the base period for the income
averaging will need to reconstruct the base
period income. Thus, marriage and divorce
continue to have more tax implications than
romantic implications in our modern world.

Increase in the standard deduction
Accelerating itemized deductions in 1970
may prove to be beneficial to some taxpayers
in view of the increase in the standard deduc
tion beginning in 1971. This increase will
take place over the next three years as follows:

Near
1971
1972
1973

Rate
13%
14%
15%

Ceiling
$1500
$2000
$2000

Decrease in rates for single taxpayers
Single taxpayers and heads of households
get a break in tax rates starting in 1971; by
1972 single taxpayers will pay tax which will
not exceed 120 percent of the tax that would
be paid on the same taxable income on a joint
return. The head-of-household rates fall half
way between the joint return rates and the
new single rates. This group of taxpayers will
find it advantageous to defer any noncapital
income they can to 1971 and 1972, as they
will be benefiting not only from the reduction
in rates but also from end of the surcharge
which is still with us in 1970. Married couples
filing separate returns will no longer look to
the single rate schedules to compute their
taxes, but now have their own special schedule.

THEORY AND PRACTICE
(continued from page 15)
that if estimates change, the unamortized cost
should be allocated over the revised useful
life. It also provides that if estimation of value
and future benefits indicate that the unamor
tized cost should be reduced significantly that
the deduction should be included as an extra
ordinary item in the determination of net in
come.
As to “negative goodwill,” the opinion pro
vides that it be used to reduce the value as
signed to noncurrent assets acquired (except
long-term investments in marketable securities)
and that any balance be recorded as a de
ferred credit and amortized systematically to
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The Accounting Principles Board of the
American Institute of Certified Public Ac
countants has issued its long awaited opinion
on business combinations. It is APB Opinion
No. 16 and is effective for business combina
tions initiated after October 31, 1970. Business
combinations initiated before November 1,
1970 and consummated on or after that date
under the terms prevailing on October 31,
1970 may be accounted for in accordance
with this opinion or applicable prior pro
nouncements of the Board or its predecessor
committee. The provisions of the opinion are
not to be applied retroactively to business
combinations consummated before November
1, 1970.
The background section of this opinion is
well worth reading. It discusses the . develop
ment of both the pooling of interests and the
purchase methods of accounting and provides
a very necessary basis for conceptually under
standing the opinion. The opinion provides
that a single method, either pooling or pur
chase, be applied to an entire combination
(part-purchase part-pooling is no longer ap
propriate) and that the two methods are not
alternatives in accounting for the same business
combination.

5.

6.

7.

Poolings of Interests
8.
Conditions for Pooling of Interests Method
1. Each of the combining companies is
autonomous and has not been a sub
sidiary or division of another corpora
tion within two years before the plan
of combination is initiated.
2. Each of the combining companies is
independent of the other combining
companies.
3. The combination is effected in a single
transaction or is completed in ac
cordance with a specific plan within
one year after the plan is initiated.
4. A corporation offers and issues only
common stock with rights identical to
those of the majority of its outstand
ing voting common stock in exchange
for substantially all of the voting

9.

10.

11.
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common stock interest of another
company at the date the plan of
combination is consummated.
None of the combining companies
changes the equity interest of the
voting common stock in contempla
tion of effecting the combination
either within two years before the
plan of combination is initiated or
between the dates the combination is
initiated and consummated; changes
in contemplation of effecting the com
bination may include distributions to
stockholders and additional issuances,
exchanges, and retirements of secur
ities.
Each of the combining companies re
acquires shares of voting common
stock only for purposes other than
business combinations, and no com
pany reacquires more than the normal
number of shares between the dates
the plan of combination is initiated
and consummated.
The ratio of the interest of an individ
ual common stockholder to those of
other common stockholders in a com
bining company remains the same as
a result of the exchange of stock to
effect the combination.
The voting rights to which the common
stock ownership interests in the re
sulting combined corporation are en
titled are exercisable by the stock
holders; the stockholders are neither
deprived of nor restricted in exercis
ing those rights for a period.
The combination is resolved at the
date the plan is consummated and no
provisions of the plan relating to the
issue of securities or other considera
tion are pending.
The combined corporation does not
agree directly or indirectly to retire
or reacquire all or part of the common
stock issued to effect the combination.
The combined corporation does not
enter into other financial arrange
ments for the benefit of the former

stockholders of a combining com
pany, such as a guaranty of loans
secured by stock issued in the com
bination, which in effect negates the
exchange of equity securities.
12. The combined corporation does not in
tend or plan to dispose of a significant
part of the assets of the combining
companies within two years after the
combination other than disposals in
the ordinary course of business of the
formerly separate companies and to
eliminate duplicate facilities or excess
capacity.

These conditions are further explained in
the opinion and reference thereto is necessary
for a full understanding of them.
Application of Pooling of Interests Method
The principles listed in the opinion for ap
plication of the pooling of interests method are
substantially the same as the ones in use for
the past several years. A significant difference
is that poolings consummated after the end of
the period for which the financial statements
are being issued should not be included in the
formal financial statements. Rather it provides
that the notes to the financial statements
should disclose the revenue, net income, earn
ings per share, and the effects of anticipated
changes in accounting methods. The opinion
provides that such changes in accounting meth
ods, as well as changes made in consummated
poolings, should be applied retroactively and
that descriptions of them and their effects
should be given.

changes in stockholders’ equity and
amount of and manner of accounting
for intercompany transactions.
5. Descriptions of the nature of adjust
ments of net assets of the combining
companies to adopt the same account
ing practices and of the effects of the
changes on net income reported pre
viously by the separate companies
and now presented in comparative
financial statements.
6. Details of an increase or decrease in re
tained earnings from changing the
fiscal year of a combining company.
The details should include at least
revenue, expenses, extraordinary
items, net income, and other changes
in stockholders’ equity for the period
excluded from the reported results of
operations.
7. Reconciliations of amounts of revenue
and earnings previously reported by
the corporation that issues the stock
to effect the combination with the
combined amounts currently present
ed in financial statements and sum
maries. A new corporation formed to
effect a combination may instead dis
close the earnings of the separate
companies which comprise combined
earnings for prior periods.

If a corporation is reasonably assured that a
business combination which has been initiated
but not consummated at the date of the finan
cial statements will be consummated and will
meet the pooling of interests criteria, the
opinion provides that common stock acquired
at the date of the financial statements by dis
bursing cash or other assets be recorded at
cost and common stock acquired in exchange
for common stock be recorded at equity in
net assets of the acquired corporation at the
date of acquisition. It also provides that until
the pooling of interests method of accounting
for the combination is known to be appropri
ate, the investment and net income of the
investor corporation should include the propor
tionate share of earnings or losses of the ac
quired corporation. Furthermore, the investor
corporation is required to disclose the results of
operations for all prior periods presented as
well as the entire current period as they will be
reported if the combination is later accounted
for as a pooling of interests.

Notes to financial statements
The opinion also provides that notes to the
financial statements should disclose the fol
lowing:

1. Name and brief description of the com
panies combined, except a corpora
tion whose name is carried forward to
the combined corporation.
2. Method of accounting for the combina
tion—that is, by the pooling of in
terests method.
3. Description and number of shares of
stock issued in the business combina
tion.
4. Details of the results of operations of
the previously separate companies for
the period before the combination is
consummated that are included in the
current combined net income. The
details should include revenue, extra
ordinary items, net income, and other

Other Matters
The size test, 3 to 1 in the exposure draft
and later set at 9 to 1, has been eliminated
from the opinion. This appears to fit into the
14

concept expressed in the opinion that a new
basis of accountability does not result as long
as only similar equity interests are exchanged.
Purchases
Application of Purchase Method
All business combinations which do not
meet the pooling of interests criteria are re
quired to be accounted for as purchases using
the historical-cost basis of accounting. The
opinion states that the acquisition date should
ordinarily be the date assets are received and
other assets are given or securities are issued.
However, for convenience the end of an ac
counting period between the dates a business
combination is initiated and consummated
may be designated.
It states that the designated date should
ordinarily be the date of acquisition for ac
counting purposes if a written agreement pro
vides for transfer of effective control of the
acquired company on that date without re
strictions except those required to protect the
owners of the acquired company. It also states
that results of operations subsequent to this
date should be included in the income state
ment of the acquiring company based on its
cost of the acquired company.
The opinion discusses in detail the ac
counting principles to be applied in account
ing for the acquisition of a business combina
tion as a purchase both as to how cost of an
acquired company should be determined and
how the assets acquired and liabilities as
sumed should be recorded. Also included is a
discussion of contingent issuances based on
earnings and on security prices. Much of this
discussion deals with matters with which ac
countants who recently have been involved in
accounting for business combinations are fa
miliar. For those not so involved, it is required
reading.

stock issued or issuable and the
amount assigned to the issued and
issuable shares.
5. Description of the plan for amortiza
tion of acquired goodwill, the amorti
zation method, and period.
6. Contingent payments, options, or com
mitments specified in the acquisition
agreement and their proposed ac
counting treatment.

Information relating to several relatively minor
acquisitions may be combined for disclosure.
Notes to the financial statements for the
period in which a business combination occurs
should also include as supplemental informa
tion the following results of operations on a
pro forma basis:

1. Results of operations for the current
period as though the companies had
combined at the beginning of the
period, unless the acquisition was at
or near the beginning of the period.
2. Results of operations for the immedi
ately preceding period as though the
companies had combined at the be
ginning of that period if comparative
financial statements are presented.
The supplemental pro forma information
should as a minimum show revenue, income
before extraordinary items, net income, and
earnings per share. To present pro forma
information, income taxes, interest expense,
preferred stock dividends, depreciation and
amortization of assets, including goodwill,
should be adjusted to their accounting bases
recognized in recording the combination. Pro
forma presentation of results of operations of
periods prior to the combination transaction
should be limited to the immediately preceding
period.

Notes to financial statements

Goodwill
Two significant differences between present
accounting practices and those enumerated in
the opinion deal with accounting for goodwill.
The opinion provides that “positive good
will” should be amortized by the straight-line
method—equal annual amounts—over its esti
mated life unless a company demonstrates that
another systematic method is more appropri
ate. The period of amortization whether origi
nal or revised cannot exceed forty years. The
opinion requires a company to evaluate the
period of amortization continually. It provides

The opinion provides that notes to the
financial statements should disclose the fol
lowing:
1. Name and a brief description of the
acquired company.
2. Method of accounting for the combina
tion—that is, by the purchase method.
3. Period for which results of operations
of the acquired company are included
in the income statement of the ac
quiring corporation.
4. Cost of the acquired company and, if
applicable, the number of shares of

(continued on page 12)
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